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NOTES ON THE NEW DEPRECIATION REGULATIONS 


By W. H. Flynn, C.A. 
Chief Accountant, Canadian Industries Limited, Montreal 


IT IS FIRST OF ALL NECESSARY TO APPRE- 
ciate the fundamental change in principle 
incorporated in the new Income Tax Act 
with respect to depreciation. Under the 
old Act depreciation was specifically ex- 
cluded as a charge against taxable in- 
come, except to the extent allowed by 
the Minister at his discretion, but under 
the terms of the new Act there is granted 
to taxpayers as a statutory right an allow- 
ance which is defined in the following 
terms in s. 11(1)(a), “Capital Cost of 
Property”: 

Such part of the capital cost to the tax- 

payer of property, or such amount in re- 

spect of the capital cost to the taxpayer of 
property, if any, as is allowed by regula- 
tion. 

It is of considerable importance to re- 
alize that the statutory right granted by 
Parliament to taxpayers is only operative 
through the medium of regulations made 
by the Governor in Council. To the 
extent that such regulations are inade- 
quate or inequitable the taxpayer is in a 
worse position than he was under the 
Income War Tax Act when he was de- 
pendent on the use of the Minister's dis- 
cretion, because, with the adoption of 
formal regulations, a more rigid struc- 
ture has been established which may 
allow less leeway for the consideration of 


exceptional cases which do not fall with- 
in the broad pattern covered by the regu- 
lations. A great deal of pressure was 
exerted to eliminate as far as possible 
the discretionary clauses of the Act, but 
now that this has been done, -is everyone 
really satisfied? We asked for it — we 
have it — and time alone will tell if it is 
an improvement. 


The New Method 


From the inception of a tax on income 
in Canada in 1917 until the end of 1948 
depreciation was recognized in principle 
as a legitimate charge against the earn- 
ings of any business, even though tech- 
nically it was granted in later years only 
at the Minister's discretion. The pro- 
cedure adopted by the Department of 
National Revenue for calculating depre- 
ciation charges followed in principle the 
generally accepted practice on this con- 
tinent known as the “straight line’ meth- 
od. Up to a few years ago the British 
practice for taxation purposes, and to 
some extent commercially, had been to 
use what was known as the “reducing 
balance” method of calculating deprecia- 
tion. However, in 1945 the Institute of 
Chartered Accountants in England and 
Wales recommended the use of the 
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straight line method, and this has since 
been allowed for tax purposes as well as 
more generally in industry. The follow- 
ing is an extract from an article in the 
English journal The Accountant at that 
time: 

The outstanding point that will at once 
catch the attention of every reader is that 
the time-honoured reducing balance system 
is now so thoroughly deposed from its 
former popularity that it is not admitted 
even to be a second-rate alternative; it dis- 
appears from the scene, unwept, un- 
honoured, and unsung. 

The new method, therefore, is really 
only a very old outmoded one and, be- 
fore accepting it, it is felt that some very 
compelling reasons should be given by 
the taxing authorities to warrant its in- 
troduction. 


Apart altogether from the technical 
differences in the calculation of deprecia- 
tion by the straight line and reducing 
balance methods, a far more important 
problem has of recent years caused grave 
concern to business men, economists, and 
accountants. This is the situation created 
by the rapidly rising price levels which 
result in the impairment of real capital 
unless adequate recognition can be given 
in costs and selling prices to the higher 
current value of fixed assets consumed. 
In the determination of profits, deprecia- 
tion is the only major element of cost 
which is not in current dollars and, to 
the extent that it is inadequate in terms 
of current dollars, so will real capital be 
lost. Neither the straight line nor the 
reducing balance method affords any 
answer to this problem, because in each 
case provision is only made for the re- 
covery of the original cost of capital as- 
sets. Although the new depreciation 
regulations remedy one of the shortcom- 
ings of the old system of calculating de- 
preciation allowances in that provision in 
principle is now made for the ultimate 
recovery of the full original cost of cap- 
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ital property to a taxpayer, they ignore 
entirely the question of higher current 
values and the resultant consumption of 
real capital in the earning of income. 


Instead, therefore, of a change calcul- 
ated to meet present-day conditions, a 
system which has lost favour in Britain 
has been introduced although it is com- 
pletely out of step with current commer- 
cial practice in Canada and creates many 
perplexing financial and economic prob- 
lems for industry. 


Economic and Financial Effects 


Probably the most significant overall 
effect of the new regulations is that in 
an upward business cycle they tend to be 
inflationary and, during periods of reces- 
sion, deflationary. So long as a business 
continues to increase its capital assets, the 
depreciation allowances will continue at a 
high level, thus reducing the impact of 
taxes. As soon as capital expenditures 
fall off, however, depreciation provisions 
will be sharply reduced and the burden 
of taxes will increase correspondingly. 
The financial effect is twofold, therefore, 
because in prosperous times more money 
will be retained in the business for fur- 
ther expansion by reason of higher de- 
preciation provisions and, at the same 
time, tax payments will be lower. In a 
period of lower business activity there is 
the added danger that tax rates may be 
higher, thus having a cumulatively de- 
flationary effect. 

By having to adopt a system of deter- 
mining taxable income inconsistent with 
normal commercial practice, taxpayers 
are, to an increasingly serious degree, 
faced with the problem of determining 
to what extent sound business principles 
should be compromised for the sake of 
reaping an immediate tax saving. It must 
be borne in mind that, apart entirely from 
technical accounting considerations, it is 
management's responsibility to sharehold- 
ers, employees, and customers to keep op- 
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erating costs, including taxes, to a min- 
imum. If govermental regulations pro- 
vide a wide margin of leeway in deter- 
mining such costs, there may well be 
compelling reasons to take advantage 
thereof to reap an immediate saving — 
overlooking the fact that the higher de- 
preciation allowances are, in effect, only 
a form of borrowing which must ultim- 
ately be repaid, and possibly when tax 
rates are higher. 

The point to be emphasized is that the 
new method of calculating depreciation 
impinges in no small measure on what 
is essentially a managerial function and, 
to this extent, creates additional problems 
and uncertainties for the business man. 

Other effects can be noted, particularly 
in the public utilities field where rates 
or selling prices are controlled by govern- 
ment authorities. The yardstick is usual- 
ly a reasonable return on invested capital 
with profits determined in a normal com- 
mercial manner which, in Canada, recog- 
nizes depreciation on a straight line 
rather than a reducing balance basis. The 
application of the latter system for the 
determination of taxable income as dis- 
tinct from operating income as used by 
rate setting bodies will create, in some 
cases, serious complications. 

The financial and economic effects of 
this change in principle in calculating 
taxable income will only be fully realized 
over a period of 20 to 25 years in much 
the same way that the main problems un- 
der the Income War Tax Act arose some 
15 or 20 years after its introduction. An 
exhaustive survey at this time to forecast 
with some degree of precision the results 
foreseeable under different business con- 
ditions over the next quarter of a cen- 
tury would appear to be of prime 
importance. 


The Regulations 
I do not propose to discuss in detail 
any of the technical problems which 
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arise in connection with the regulations. 
These have been covered exhaustively by 
the Canadian Manufacturers Association, 
the Canadian Tax Foundation, the Cana- 
dian Bar Association, the Dominion As- 
sociation of Chartered Accountants, and 
others. Some very necessary amendments 
to the Act have already been enacted and, 
unquestionably, technical modifications of 
the regulations will be introduced in due 
course. Two problems arising out of the 
Act and regulations are: 

1. The new rates; 

2. The prescribed classes and recapture 

provisions. 

I intend only to deal with the broader 
principles involved rather than the tech- 
nical accounting aspects, because I feel 
that the important considerations are for 
the long-term effects rather than the im- 
mediate technical difficulties. 


The rates authorized by regulation for 
various classes of assets have been arbi- 
trarily established at double the former 
rates used with the straight line method. 
Arithmetically, the rates should be two- 
and-one-half to three times those used 
previously, provided one is dealing with 
assets of comparable life expectancy. 
There is little doubt that a rate of 10%, 
on machinery and equipment, assuming 
a ten-year life, was probably high having 
regard only for wear and tear and bear- 
ing in mind that no provision was made 
in the old rates for obsolescence. Under 
the new scheme of depreciation, how- 
ever, recognition has been given to the 
obsolescence factor in principle, but in 
practice this has been nullified by allow- 
ing even lower rates than were previous- 
ly in effect. The fact that a larger pro- 
portion of the cost of an asset may be 
written off in the early years of its life 
is of little consequence if the full cost 
cannot be recovered within a reasonable 
time of the end of the asset’s useful life, 
apart entirely from the accounting diff- 
culties which such a situation creates. The 
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fact that a concession is granted in prin- 
ciple, which can only be realized in fact 
over a period of anywhere up to 100 
years, is small consolation to the tax- 
payer of today. 


A thorough study should, therefore, 
be made of the rates provided for in the 
regulations and, on the basis of engin- 
eering and economic life expectancies, 
representations should be made to the 
appropriate authorities for the establish- 
ment of more realistic rates if these are 
found to be necessary. 


The prescribed classes defined in the 
regulations and the recapture provisions 
embodied in the Act itself are dealt with 
as one subject because they are inextric- 
ably interwoven. With the reservation 
about rates, which have already been dis- 
cussed, the 15 classes of assets prescribed 
appear to cover adequately the various 
types of capital assets on which a tax- 
payer might expect to obtain allowances, 
although there are exclusions or omis- 
sions in detail, about which representa- 
tions to the authorities have already been 
made. 


In the case of large corporations with 
widely diverse types of operations, the 
combining of all assets of the same class 
— regardless of type of operation or age 
of assets — will create unusual problems 
in allocating tax provisions for the pur- 
pose of determining net income by op- 
erations. For example, a rubber com- 
pany operating a textile mill and a shoe 
factory, both old, together with compara- 
tively new tire manufacturing facilities, 
would probably experience considerable 
difficulty in apportioning tax deprecia- 
tion allowances over these diverse opera- 
tions in order to compute the tax and 
net income portion of each. The same 
complications might well apply to steel, 
oil, and many other companies engaged 
in interlocking operations. The question 
as to whether this overall grouping is 
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in the long run proper and equitable as 
between large taxpayers with diversified 
interests and the small taxpayer with 


single unit operations is worthy of seri- — 


ous study, particularly in relation to the 
recapture provisions. 

In principle and theory little exception 
can be taken to the procedure whereby 
the amount recovered over and above the 
depreciated value of an asset, up to its 
original cost, should, in effect, be taxed; 
this is a logical guid pro quo for the 
right to recover full cost in cases where 
recovery is less than the depreciated 
value. In practice, however, it is ques- 
tionable if the grouping of all like as- 
sets into one class will accomplish equit- 
ably the intent of this section of the Act. 
For instance, it may be years before a 
taxpayer with diverse interests will be 
called upon for a final accounting and 
then, possibly, for a substantial amount 
actually applicable to many prior years; 
the small taxpayer, however, might be 
affected at a much earlier date due to the 
concentration of assets in one place. 
Again, the taxpayer operating in two or 
more types of industries might dispose of 
one unit to advantage and thereby wipe 
out entirely one class of asset, even 
though other units in a different type of 
industry, but using assets of that class, 
remained in operation. The ultimate ef- 
fect of this section is extremely difficult 
to foresee and, consequently, it too is 
worthy of very serious study. 


Inflated Values 


One other effect of this section should 
be noted: in some measure, at least, cap- 
ital profits arising solely by reason of 
changes in price levels will be taxed. 
For instance, capital assets costing $100,- 
000 in 1949, on which allowances of $50,- 
000 had been taken to the end of 1959, 
might be sold in 1960 for $100,000. 
Assuming that these were all the assets of 
one particular prescribed class, there 
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would be included in taxable income at 
time of disposal $50,000 representing the 
recapture of depreciation allowances pre- 
viously claimed. However, if recogni- 
tion is given to the higher current price 
levels, it is apparent that the $100,000 
proceeds might, by 1960, only purchase 
the equivalent of $50,000 in 1949, and 
represents, therefore, the recovery of the 
real depreciated value of the assets. It 
is understandable that so long as the 
present Income Tax Act does not recog- 
nize current values, this condition will 
exist, but this example is used to em- 
phasize again the necessity for giving 
some consideration to the wastage of real 
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capital through the changing value of the 
dollar. 

To sum up, it is believed that exten- 
sive research is necessary to determine as 
far as is practicable the overall long term 
effect of all aspects of the new regula- 
tions. They are based on a system 
which is losing favour in Britain after 
decades of use and are entirely inconsist- 
ent with well-established commercial 
practice on this continent. 

Why, then, can they be considered ap- 
propriate for use in Canada today and 
if they can, what will the effects be over 
the next quarter of a century? 


CAPITAL COST ALLOWANCE PROBLEMS 


By H. S. Moffet, C.A. 
Rooke, Thomas & Co., Chartered Accountants, Regina 


UNTIL THE INCOME TAX ACT BECAME 
effective, we had been accustomed to 
dealing with depreciation under tax legis- 
lation which said in effect that no de- 
preciation shall be allowed as a deduc- 
tion in the calculation of taxable income 
except such amounts as the Minister in 
his discretion may allow. While the 
Minister had a set of general rules under 
which this discretion was exercised, the 
whole arrangement was one of informal- 
ity. Theoretically, at least, the taxpayer 
had the right to discuss his individual 
problem with the Minister or his repre- 
sentative, and if the general rules did not 
adequately answer the problem, the Min- 
ister was at liberty to make an arrange- 
ment with the taxpayer which would pro- 
vide a reasonable solution. I suggest 
that this was not a bad arrangement. The 
complaint against this and other discre- 
tionary powers contained in the Income 


War Tax Act was not that a discretionary 
power existed, or even that we did not 
always agree that it was judiciously exer- 
cised, for 100% agreement would be in- 
conceivable, but rather that in the event 
of disagreement with the application of 
these discretionary powers, there was no 
method judicial or otherwise of arbitrat- 
ing the discretion of the Minister. 


For example, under the old law, a tax- 
payer might acquire a brick building on 
the verge of collapse but temporarily 
necessary for the earning of income. The 
old rate of depreciation was 214%. If, 
through the evidence of engineers, archi- 
tects, or otherwise, the taxpayer could 
convince the Minister that the building 
had only a useful life of five years and 
that the cost of the building was a neces- 
sary and reasonable cost of earning in- 
come over that five-year period, then the 


A paper read at the 48th annual meeting of the D.A.C.A., Charlottetown, Aug. 24, 1950 





182 The TAX REVIEW 


Minister had the power to grant a special 
depreciation rate of 20% for that build- 
ing. I do not know how adaptable the 
Minister was to such special circum- 
stances, but I think he had the legal right 
to be, in this or numerous other circum- 
stances one could encounter. 


Under the new Income Tax Act the 
situation is substantially changed. In 
place of a depreciation allowance we have 
a capital cost allowance, if any is per- 
mitted in the regulations. The regula- 
tions allow for no discretion but the cap- 
ital cost allowance is granted in accord- 
ance with a strict code — a code which 
cannot be expected to fit all circumstan- 
ces. In the place of discretion we now 
have strict uniformity. 


Generally, the old method of deprecia- 
tion allowances, as applied by the Min- 
ister, conformed very closely to account- 
ing and business practice and had, after 
many years of use and evolution, be- 
come rather satisfactory as such. Theor- 
etically, it provided only for depreciation 
of capital assets and made no allowance 
for obsolescence or other costs affecting 
the charge to income of the cost of such 
assets as they were consumed in earning 
income. The law itself now indicates 
that all capital costs of depreciable assets 
are to be made a charge against income. 
The method of apportionment between 
accounting periods and the limitations of 
the charges are recited in the regulations. 
Any errors in such charges are adjusted 
finally either under the regulations in the 
case of an underprovision, or under the 
recapture provisions of the Act in the 
case of overprovision. 


Capital Cost Allowance 
Not Depreciation 
The new law and regulations combine 
to provide a method of capital cost allow- 
ances for income tax purposes only. Since 
they fall short of providing an adequate 
system of depreciation allowances for ac- 
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counting and business purposes, it is im- 
portant to recognize this limitation. 

I believe the modern and authori- 
tative concept of depreciation to be a 
method of spreading the capital cost of 
depreciable assets over their useful life 
during which they contribute to income. 
It is not a method of valuing such assets 
for balance sheet purposes. If we ac- 
cept this theory, there is no more reason 
for applying the reducing balance method 
to capital costs than to other deferred ex- 
penses. It therefore becomes evident 
that, henceforth, if the profit and loss 
statement is to reflect the results of op- 
erations accurately and in keeping with 
accepted accounting practice, we will 
have in most cases one depreciation 
record for accounting purposes and an- 
other for income tax purposes. 


Fortunately, the revision of para. (4) 
of s. 1100 of the regulations has re- 
moved a penalty from a taxpayer whose 
business and assets were such that, in his 
opinion, the reducing balance method 
did not apply for accounting purposes. 
The Legislation Committee of the Do- 
minion Association and those who work- 
ed with them are to be commended for 
their persistence in achieving this revi- 
sion. 


Effect of Tax Law 
On Accounting Practice 


There can be no doubt that income 
tax law and regulations have a definite 
effect on accounting. We have seen it 
under the Income War Tax Act, where 
many taxpayers, perhaps mainly those en- 
gaged in comparatively small businesses, 
were in the habit of claiming the maxi- 
mum allowable rates of depreciation. 
There was an inducement to do so since 
under the rules used by the Minister in 
exercising his discretion, once a rate of 
depreciation was selected by a taxpayer, 
he was expected to use the same rate, 
year after year. Thus, in order to have 
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the benefit of the maximum rate, that 
rate only was used by taxpayers, regard- 
less of the estimated useful life of the 
asset concerned. The maximum rates 
came to be regarded as normal rates. 


Many a taxpayer found this a short- 
sighted policy. When the Excess Profits 
Tax Act came into force, they regretted 
that they had no depreciation left to pro- 
vide on assets acquired in 1930 and 
earlier years which were still useful af- 
ter 1940. 


As a result of our new tax law, we may 
expect to see taxpayers take the very con- 
venient method of grouping assets in 
their own records to conform to the 
minimum requirements of the tax law 
and regulations. Insofar as annual 
provisions for capital costs are concerned, 
there is no harm in this provided a rate 
is selected which conforms reasonably 
well with the useful life of the assets 
concerned. However, unless there is a 
fairly extensive subdivision of assets in 
plant ledgers, it will become increasingly 
difficult to determine with accuracy what 
profit or loss results on disposal of any 
asset within a class. 


The law requires that any profit on the 
disposal of an asset within a class of 
assets excluding profit in excess of its 
cost or 1948 book value must be applied 
as a reduction of the undepreciated cap- 
ital cost of the class. Similarly, the 
regulations require that any loss on dis- 
posal of an asset must remain as part of 
the undepreciated capital cost of the 
class. Had it not been for the amend- 
ment to para. (4) of s. 1100 of the reg- 
ulations, some rather complicated ac- 
counting gymnastics would have been 
necessary to avoid penalizing a taxpayer 
who failed to follow strictly the account- 
ing as set out in the law and regulations. 


Excluding profits and losses on dis- 
posal resulting from fluctuating values, 
any variation from book value in the 
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event of a sale indicates that an improper 
estimate has been made of the annual 
charge to income to provide for capital 
costs. Since the results of such improper 
estimates are reflected in the surplus ac- 
count, it seems logical that the profit or 
loss resulting from disposal should be 
credited or debited to that account. The 
management of a business may, however, 
be quite willing to see a loss on disposal 
retained in his fixed asset accounts, rather 
than written off as soon as it is recog- 
nized. 

Apparently all that is required in the 
books and financial statements, so far as 
the asset and reserve accounts are con- 
cerned, is a history of the undepreciated 
capital cost with sufficient subdivision by 
classes to satisfy the regulations. Since, 
as we well know, statements reflecting 
business conditions and results of opera- 
tions serve other equally as important 
functions as the provision of informa- 
tion for the taxing authorities, it is im- 
portant to retain in the accounts sufficient 
information to segregate fixed assets 
from their respective reserve accounts, 
and to determine the profit or loss on dis- 
posal of assets. 

These points are mentioned not as a 
complaint that the law and regulations 
are lax in the requirement of detail in 
accounts. That should not be the pur- 
pose of tax legislation. Rather they are 
mentioned to focus attention on the fact 
that essential information must be re- 
tained in accounts to meet all require- 
ments of business, whether that informa- 
tion is required for tax purposes or not. 
Here the accountant and auditor may find 
a few problems. 


Assets Acquired Not at Arms Length 

When one member of a family dis- 
poses of income-producing property, it is 
not uncommon that the purchaser is a 
son or perhaps a younger brother. In 
case of such sales since the new law 
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looks back to 1917, the purchaser must 
beware of the recapture provisions in the 
event of a subsequent resale. The appli- 
cation of these provisions may be rather 
far-reaching since it is possible that the 
departmental interpretation of relation- 
ship by blood, marriage or adoption may 
approach the Biblical concept that we are 
all brothers rather than the layman’s 
much narrower understanding of family 
relationship. 


It is only reasonable that the taxing 
authority should examine transactions be- 
tween relatives and of others who do not 
deal with each other at arms length for 
evidence of tax evasion. However, it 
does seem that if a transaction is 
bona fide and at a reasonable price, the 
new owner should be relieved of any 
concern with the history of the property 
prior to his date of acquisition. If the 
present owner has obtained property 
from his father by bequest, his capital 
cost is its fair market value at the time 
he inherited it. If he buys the same 
property from his father, he must be con- 
cerned with the undepreciated capital 
cost to his father at the end of the 1948 
year or the actual capital cost to the fa- 
ther less capital cost allowances claimed 
since 1948 by him and his father. 


It is possible that under this legisla- 
tion a purchaser acquiring property from 
a vendor with whom he does not deal at 
arms length, at a price below the unde- 
preciated book value to the vendor, may 
regardless of the market value of the 
property at the time of acquisition, be 
deprived of a legitimate capital gain, if 
the purchaser resells at a price greater 
than his cost. It is a problem that must 
be kept in mind by such a purchaser. 


Perhaps this is another case where, 
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having lost a discretionary power, we 
are faced with a law which may, in prac- 
tical application, work a hardship in some 
cases. 


Some Questions 

I have not attempted to give a com- 
plete catalogue of problems related to 
capital cost allowances but only to stim- 
ulate thought on the subject. Here, in 
conclusion, are a few specific questions, 
which may be considered equally stimu- 
lating. 

What distinction between two or more 
business activities is necessary to permit 
or require subdivision of classes of prop- 
erties that would otherwise fall into the 
same class in Schedule B of the regula- 
tions? 

What constitutes alterations to a leased 
property which substantially change the 
nature or character of the property? 

Class 3 and Class 6 of Schedule B of 
the regulations provide the rates applic- 
able to buildings or other structures in- 
cluding component parts such as electric 
wiring, plumbing, sprinkler systems, air 
conditioning equipment, heating equip- 
ment, lighting fixtures, elevators, and es- 
calators. When one of the component 
parts is scrapped and replaced certain 
accounting problems result in view of the 
disposal provisions. 

Section 34B provides a solution to the 
problem of a taxpayer who disposes of 
all or a class of his property at substan- 
tial profit in the year of disposal. What 
of the unfortunate taxpayer who disposes 
of all of his revenue-producing property 
in a business, perhaps on retirement, and 
suffers a loss in excess of his taxable in- 
come for that and the immediately pre- 
ceding taxation year? I suggest some 
similar provision should exist for him. 
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INCOME TAX APPEAL BOARD CASES 
Graham ]. (ad hoc.), Chairman, Fabio Monet Esq., K.C., Assistant Chairman, and 
W. S. Fisher Esq., K.C. 


M v. M.N.R. 
Net worth assessment — Gaming ac- 
tivities — Appeal — Credibility — Ad- 
mission of unsworn document — Ebvi- 
dence 


M appealed against income tax assess- 
ments for 1946 and 1947 made by the 
Minister on the ‘‘net worth” basis pur- 
suant to IWTA s. 47, contending that 
although he kept no record of his wins 
and losses from bets made in those years, 
he estimated an average net gain of $10,- 
000 yearly from casual bets on horse 
races and other activities, and evidence 
was given that he did on occasion win 
considerable sums from betting and that 
he devoted considerable time and effort 
to his betting activities continuously 
over the years. The Revenue tendered 
in evidence a report from the chief 
of police to the Licence Commissioner 
of M’s home city in connection with 
an application by M’s brother for a 
cabaret licence in quarters occupied by 
M. The report was adverse to M’s repu- 
tation and stated that he had been con- 
victed of violating the Liquor Act, though 
not of illegally selling liquor, which the 
Revenue sought to establish to account 
for M’s receipts in the period in ques- 
tion. Evidence was also given that M 
was active in promoting athletic activi- 
ties among the youth of his city, and 
was thus of good character. It appeared 
also that he carried large amounts of 
cash on his person and had expended 
$17,000 of it in payment for an addi- 
tional floor to a building owned by his 
mother. 

Held (Graham J. and F. Monet; W. S. 
Fisher concurring in the result), the ap- 
peal must be dismissed. The report 
made by the chief of police was admis- 


sible in evidence although due regard 
must be paid to the nature of its con- 
tents. The evidence of his illegal ac- 
tivities as well as of the transaction re- 
specting the additional floor to his 
mother’s building was not favourable 
to M’s credibility as a witness. More 
important than this, an appellant appeal- 
ing an assessment made under s. 47 
cannot meet the onus on him by a state- 
ment, unsupported by acceptable evi- 
dence, attributing an increase in his net 
worth to betting activities: Graham v. 
Green [1925] 2 K.B. 37, discussed. 


June 28, 1950 Appeals dismissed 


Central Assets Ltd. v. M.N.R. 


Income from business — Company form- 

ed to acquire lands — Profits from sale 

— Whether accretion of capital or profit 
of business — Objects of company 


Appellant company was incorporated 
by memorandum of association under the 
Saskatchewan Companies Act in 1926, its 
object clause covering the acquisition of 
and dealing in land. The principal 
promoters of the company were two men 
who owned several parcels of land which 
were subject to agreements for sale. 
After its incorporation the company pur- 
chased the said parcels from the two men 
(its controlling shareholders) for $80,- 
000. The company had not since ac- 
quired any additional lands, and con- 
fined itself to collecting amounts owing 
under the various agreements for sale, 
retaking possession of land on default, 
and finding new purchasers. In 1946 the 
company was assessed to income tax on 
its profits. It appealed, contending that 
any amount received by it in excess of 
the price paid for the various parcels of 
land was an appreciation of capital. 
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Held (W. S. Fisher and F. Monet), hav- 
ing regard to the company’s declared ob- 
jects, it was formed for the specific pur- 
pose of dealing with the lands in ques- 
tion and of disposing of them to the 
best advantage possible: that was its 
business, and accordingly any gains made 
by it in doing so were profit in its hands 
and income from its business, and so 
taxable under the Act. The parcels of 
land acquired were stock-in-trade of the 
company, not an investment to be held 
for the purpose of earning income from 
them: Rees Roturbo Development Syn- 
dicate Ltd. v. C.I.R., 13 T.C. 366, per 
Rowlatt J. at p. 378; per Scrutton L.J. 
at p. 390, applied. 


July 3, 1950 Appeal dismissed 


[1950] 


O v. M.N.R. 


Depreciation — Discretion of Minister 
—Review on appeal—IWTA s. 6(1) (”) 


In 1944 appellant purchased a brick 
building which had been erected in 1917 
and in continuous use since. For 1946 
he claimed depreciation at 5% on the 
building’s cost, but the Minister reduced 
the amount claimed to 21% of cost. 


Held (F. Monet; W. S. Fisher concur- 
ring in the result), the appeal must be 
dismissed. ‘There was no evidence ad- 
duced to indicate that the Minister did 
not follow the legal principles that con- 
trol his discretion: Fraser v. MNR 


[1949] A.C. 24, applied. 
Appeal dismissed 


June 27, 1950 


CORRESPONDENCE 


Windsor, May 4, 1950 


Sir: Concerning the article in the April is- 
sue on Transfers of Property Between Spouses, 
the questions raised on the taxability of 
income in the husband’s hands on transfer of 
property, on divorce, might well be settled, 
if the Department should raise the question, 
by claiming the income as additional alimony 
paid in pursuance of the settlement. 

In regard to the case of Daley v. MNR 
[1950] Tax Rev. 64, a client of mine was 
confronted with the same problem and I be- 
lieve we have settled it in our favour in this 
manner. One of the client’s junior lawyers 
was afticled in Nova Scotia. Since he could 
mot practise before the Bar in Ontario his 
services could be obtained more cheaply than 
by hiring an equally experienced Ontario 
junior. I have suggested that the senior 
partner pay his transfer fee under an agree- 
ment whereby the junior’s salary will be kept 
at a lower point than otherwise until his em- 
ployer has been recompensed for his disburse- 
ment. Since the employer’s (net) earnings 
will be materially enhanced by this proced- 
ure it should not be too difficult to estab- 
lish that the expenditure was necessarily and 
wholly laid out in the earning of the income 
should the expenditure be challenged by the 


Department. The expenditure certainly does 
mot create a lasting advantage for the em- 
ployer. 

I have long since come to the conclusion 
that most business-men and lawyers are lost 
on the subject of income tax without the as- 
sistance of a good accountant. In my experi- 
ence business-men do not know enough law 
to know when they are in trouble or when 
trouble can be avoided, and lawyers who only 
amswer questions raised by business-men can- 
not, obviously, prompt the questions, nor, in 
most cases, does their business experience ade- 
quately fit them to interpret the law to the 
business. It is, of course, equally true that 
an accountant, trained in the application of 
law to business, may be thrown out of Court 
on technicalities through lack of proper legal 
training, and adequate cooperation between 
the two professions is essential. 

To prove my point, lawyers are among my 
best clients and I have never yet found one 
for whom I could not save tax. On reading 
the tax cases as they come to my desk I find 
myself frequently amused and often ir- 
ritated by the improper presentation of a 
case of its reception by the Judge through 
lack of knowledge that any good accountant 
should have been able to provide. 

F,. LORENZEN, C.A. 














[1950] 


R v. M.N.R. 
Patent Rights — Whether receipts royal- 
ties or “‘like’”’ royalties — Agreement for 
sale of invention — Payment of price by 
instalments dependent on use of inven- 
tion — Capital or income — IWTA 
(1946) s. 3 (1)(f) 

By a contract made in June, 1945, R, 
the appellant, agreed to sell to a com- 
pany all his rights to a certain medicinal 
preparation, for which he had filed a 
patent application, for $1,000 cash and 
$999,000 to be paid in instalments from 
the proceeds of sale of the preparation at 
the rate of 14c for each capsule contain- 
ing up to 10 minims of the preparation 
and a pro rata amount for capsules con- 
taining more than that quantity, payment 
to be made quarterly. The company 
agreed to advertise the preparation and 
promote its sale. It was also provided 
that if competition forced the company 
to reduce its prices the amount payable 
to R on each capsule would be reduced 
proportionately. Title to the invention 
and the patent would not pass until the 
full purchase-price had been paid. R 
was entitled under the agreement to pur- 
chase capsules at a discount for his per- 
sonal use, and the quantity so purchased 
should be free from payments on account 
of the purchase-price. R could terminate 
the agreement if the company defaulted 
on any of its terms, and the company 
could terminate the agreement if com- 
petition or other circumstances rendered 
the manufacture and sale of the prepara- 
tion unprofitable, and in the latter event 
the company was freed from any further 
obligation in respect of the purchase- 
price. Either party could bring an action 
for infringement at his own expense, but 
in the event that the company recovered 
damages in excess of its costs it under- 
took to pay R royalties on such excess. 
R testified that he had spent approximate- 
ly $100,000 in connection with the me- 
dicinal preparation and that one of his 
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reasons for entering into the contract 
with the company was that they could 
promote its sale better than he could. 
In 1946 the company paid R $6382 pur- 
suant to the contract, which R contended 
was a capital sum and therefore not tax- 
able. The Minister, however, assessed 
him to income tax thereon, contending 
that the sum was chargeable under 
IWTA s. 3(1)(f), which declares to be 
income 
(f) rents, royalties, annuities or other 
like periodical receipts which depend 
upon the production or use of any 
real or personal property, notwith- 
standing that the same are payable 
on account of the use or sale of any 
such property. 
Held (F. Monet and W. S. Fisher), the 
amount of $999,000 payable by the com- 
pany under the agreement was not a fixed 
liability but a maximum amount payable 
by instalments which depended exclusive- 
ly on the extent of production, use, and 
sale, of the invention. The payments 
were accordingly either royalties or peri- 
odical payments like royalties as defined 
by s. 3(1)(f). Jones v. C.I.R. [1920] 
1 K.B. 711, per Rowlatt J. at p. 714; 
Ross v. M.N.R. 50 D.T.C. 87-985, 
[1950] Tax. Rev. 140 considered. 


August 30, 1950 Appeal dismissed 


S v. M.N.R. 


Expense Allowance — Insurance agent 

paid salary, commission and expense 

allowance — Whether expense allowance 

income — IWTA 5. 3(4): am. 1946, 
6:55, & 2(2) 

S, a life insurance agent, received sal- 


ary and wages in 1946 for managing 
certain sub-agencies and selling life 


insurance for a life insurance company. 
In addition the company paid him some 
$2132 as expense allowance calculated at 
50c for every $1000 of insurance written 
by him or his sub-agents. In his income 
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tax return for 1946 S reported only his 
salary and commissions and claimed de- 
ductions therefrom of some $4458 for 
business expenses in connection with 
travelling, hotels, meals, railway fares, 
taxis, telephone and telegraph, interest, 
automobile, advertising, promotion, lic- 
ence, and guarantee bond. The deduc- 
tions so claimed were allowed on assess- 
ment, but the Minister added to S’s 
income the sum of $2132 above-mention- 
ed paid him as expense allowance. S 
appealed and testified that this amount 
was expended by him in entertaining 
wealthy prospective purchasers of insur- 
ance, but he produced no vouchers for 
the expenditures. 


IWTA s. 3(4), as enacted by 1946, 
c. 55, s. 2(2), provides: 

Any payment made to any person in con- 
nection with any duty, office or employ- 
ment, whether as allowance on a per diem 
or other periodic basis, living allowances 
or expenses or otherwise . . . shall be 
salary of such person and taxable as in- 
come for the purposes of this Act... 


Held (W. S. Fisher; F. Monet concurring 
in the result), the amount paid appell- 
ant by his employer in respect of antici- 
pated expenses has been declared by 
Parliament to be taxable as salary and 
to be income. On the facts of this case, 
therefore, and in the absence of any 
vouchers in connection with the expendi- 
tures claimed to have been made by S, 
the appeal must be dismissed. 


Sept. 13, 1950 Appeal dismissed 


T v. M.N.R. 


Depreciation Allowance — Building pur- 
chased by company from individuals — 
Individuals become chief shareholders 
— Value of consideration — Value of 
building — Effective life of building — 
Rate of depreciation — Minister's discre- 
tion — IWTA s. 6(1)(n) (1946) — 
Proviso — Application of 


[1950} 


Appellant company was formed in 
June, 1945, and purchased for $225,000 
a 7-storey brick building from two 
brothers who had bought the building in 
April, 1945 for $145,000. The price 
paid by the company was made up of a 
mortgage of $75,000 assumed by the 
company, a second mortgage to the 
brothers of $80,000, and the balance of 
stock in the company. The company 
allocated some $155,000 in its books as 
being the cost to it of the building apart 
from the land. In 1946 the two brothers 
were the chief shareholders of the com- 
pany, and in that year the company 
claimed depreciation on the building at 
214% on $155,000. The Minister dis- 
allowed $1,366 of the amount thus 
claimed as being excessive, and the com- 
pany appealed from such disallowance. 
The company also contended that inas- 
much as depreciation on a brick building 
was normally allowed at 21% of its 
cost, i.e., on the assumption that its effec- 
tive life is 40 years, depreciation ought 
to be allowed at a higher rate on a build- 
ing which is already 40 years old when 
acquired since, on the Minister’s own 
assumption, its effective life cannot be 
another 40 years. No evidence was given 
by the Minister to establish the valuation 
placed by him on the building and no 
question was raised as to the value of 
the shares given in payment or as to the 
amount of the mortgages, but it was 
urged that under the proviso to IWTA 
s. 6(1)(n) appellant company could not 
be granted depreciation allowance on a 
cost greater than the cost to the previous 
owners of the building, namely the two 
vendors, since the latter had a controlling 
interest in the company in 1946. 

Held (W. S. Fisher and F. Monet), the 
proviso to s. 6(1)(m) does not cover the 
case of a corporation which purchases 
assets from individuals even though the 
latter acquire a controlling interest in the 
corporation. Accordingly the Minister 
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erred in law in granting depreciation on 
this assumption, and the company is en- 
titled to have depreciation calculated on 
the cost to it of the building which, on 
the undisputed evidence, must be fixed at 
$155,314.60. Under s. 6(1)(n) the 
amount of depreciation to be allowed is 
in the Minister’s discretion, and the mat- 
ter must be referred back to the Minister 
for re-assessment in the light of the 
Board’s findings. Because the rates of 
depreciation to be allowed are solely 
within the Minister's discretion, appel- 
lant’s contention that a higher rate than 
214% should be allowed on a building 
acquired when it is already 40 years old 
cannot be sustained. 

Sept. 13,1950 Appeal allowed in part 


U v. M.N.R. 
Depreciation Allowance — Discretion of 
Minister — Appeal from — Building 
subject to 5 year lease — Basis of depre- 
ciation — IWTA 5s. 6(1)(n) 


U expended $91,000 in the erection 
of a special ornamental building pursu- 
ant to a contract with the Canadian 
National Exhibition granting him the 
right for five years to operate a con- 
cession on the CNE grounds. The 
contract provided that it might be re- 
newed for a further period of five years 
on the assent of the CNE, and that on 
the cancellation or termination of the 
contract U could either remove the build- 
ing or sell it to the CNE. U appealed 
from his 1947 assessment, contending 
that he should be allowed depreciation 
on the building over a 5 year period 
rather than over a period of 20 years as 
allowed by the Minister. 

Held (W. S. Fisher and F. Monet), the 
appeal must be dismissed. An allow- 
ance for depreciation is not granted to 
enable the owner of the asset to recover 
the capital cost of the asset but by reason 
of the deterioration of the asset while in 
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use in earning the income, either through 
wear and tear or the passage of time. 
Accordingly depreciation is based on the 
cost of the asset to the taxpayer and an 
estimate of its life under normal condi- 
tion of its use and not on the term of 
any lease. It cannot therefore be said 
that the Minister erred in law in the 
exercise of his discretion under IWTA 
s. 6(1)(m) in respect of making the de- 
preciation allowance appealed from. 


Sept. 13, 1950 Appeal dismissed 


V v. M.N.R. 


Depreciation Allowance (1946) — 

Building erected on leasehold property 

— Deduction of cost over period of lease 

— Basis of depreciation — IWTA s. 
6(1) (2) 

Appellant company occupied certain 
land from 1932 until March 1946 under 
successive leases for terms of 5 years, 
which contained an option to purchase 
the land at a stated price. During this 
period appellant erected a building on 
the land, in 1944 added a storey, and 
in 1945 constructed an extension. The 
landlord having refused to grant a fur- 
ther renewal of the lease in 1946, the 
company, though it did not consider the 
land suitable enough for its purposes, 
nevertheless did purchase the land in 
1946. In 1944 the cost of the additional 
storey was charged in the company’s ac- 
counts as alterations to the building and 
was allowed by the Minister as a deduc- 
tion in that year. The company contend- 
ed that the cost of the extension built in 
1945 should be allowed to be deducted 
over the then unexpired period of the 
lease. ‘The Minister, however, allowed 
instead a deduction for depreciation of 
the extension at 1/40th of its cost. 
Held (W. S. Fisher and F. Monet), the 
appeal must be dismissed. Ignoring any 
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question as to whether appellant company 
was entitled to any allowance for depre- 
ciation on the ground that the building, 
being erected on leasehold property, auto- 
matically became the property of the 
landlord (which question was not raised 
by the Minister), depreciation is at all 
events an allowance for wear and tear 
of an asset used in a business, and the 
length of a lease is irrelevant to its cal- 
culation. The Minister was not bound 
by his treatment of the cost of the addi- 
tional storey erected in 1944 when deal- 
ing with the company’s 1946 return. He 
may have been misled by appellant com- 
pany's description of the work done as 
“alterations”. 


Sept. 14, 1950 Appeal dismissed 


W v. M.N.R. 


Personal Allowances — Wife and hus- 


band living in different places — 

Whether “separated” — Whether child 

“wholly dependent for support’ — 
IWTA 5s. 5(i)(c), 5(3) 

W, a married woman, lived with her 
small child in a house in the city where 
she was employed, whilst her husband, 
during 1947 and most of 1948, lived in 
a town some distance away where he was 
employed. Their matrimonial relations 
were always harmonious, and the above 
circumstance was dictated by economic 
reasons only. In both years W and her 
husband each had income in excess of 
$750. In 1947 the husband contributed 
some $573 towards the support of the 
wife and child and in 1948 he paid her 
$1000 designated as “payment for board 
and lodging”. In October, 1948, the 
husband resumed residence with the wife 
in the city. In assessing W for 1947 and 
1948 she was given a personal allowance 
of $750 under IWTA s. 5(3) which de- 
clares that where one spouse is supported 
by the other each is entitled to a personal 
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allowance of $750 only. W appealed, 
contending that she was entitled to a 
personal allowance of $1500 in each of 
the years. 

Under IWTA s. 5(1)(c) the follow- 
ing persons, inter alia, are entitled to a 
personal allowance of $1500: 

(i) a married person who supported 
his spouse, 
a person who had a son or 
daughter wholly dependent upon 
him for support . . . 
(iii) . . . a married person separated 
from his spouse who maintained 
a self-contained domestic estab- 
lishment and actually supported 
therein a person wholly de- 
pendent upon him and connect- 
ed with him by blood relation- 
ship, marriage or adoption . . . 
and persons not entitled to the $1500 
allowance are entitled to a deduction of 
$750 only. 
Held (Graham J.), appellant was en- 
titled to a deduction of $750 only. The 
temporary absence of the husband from 
the matrimonial home under the circum- 
stances did not constitute a “separation” 
of the spouses within the meaning of 
para. (iii), sapra, and, moreover, while 
the wife did in both years supply much 
the larger amount in support of the 
family, the husband did contribute what 
he could in each year for this purpose: 
the description of the payment made in 
1948 as “payment for board and lodg- 
ing” did not change its real character as 
a contribution towards support. Para. 
(ii) also was inapplicable: the infant 
child was not “wholly dependent for 
support” on the wife since each of the 
parents contributed towards the child’s 
support and the child could clearly de- 
pend upon either for its support if neces- 
sary: A v. MNR 1 T.A.B.C. 115, [1949] 
Tax Rev. 136, followed. As the wife 
was not entitled to an allowance of 
$1500 she was accordingly, under the 


(ii) 
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provisions of s. 5(1)(c), entitled to a 
deduction of $750 only. (Sec. 5(3), 
upon which the assessment was based, 
was inapplicable to the case, since neither 
spouse supported the other). 

Sep. 20, 1950 Appeal dismissed 


Gilbert v. M.N.R. 
Onus of Proof — Expenses incurred — 
No evidence in support of deduction 
claimed — Dismissal of appeal 


Gilbert, a druggist, appealed from the 
disallowance of a deduction from her 
1947 income of certain expenses for trips, 
doctors’ travelling expenses, etc., incurred 
in settling certain differences with the 
Quebec Pharmacists College. On the 
appeal she failed to adduce any evidence. 
Held (F. Monet and W. S. Fisher), the 
appeal must be dismissed. The onus of 
proving that the Act does not prohibit 
the deduction of the expenses in ques- 
tion and that the assessment is erroneous 
is upon the appellant. 


Sept. 7, 1950 Appeal dismissed 


Benard v. M.N.R. 


Lease of hotel — Sale of stock-in-trade 
— Grant of goodwill for two years — 
Periodical payments on account — Not 
dependent on use of property — Whether 
transaction sale or lease — Income or 


capital payments —IWTA s. (3)(1)(f) 


By an authentic deed made (in 
French) in April, 1945, appellant leased 
to P for two years a certain building in 
a Quebec town occupied and operated as 
a hotel, for $14,400 payable by monthly 
instalments of $600, and, by another 
clause of the agreement, sold, transferred 
and surrendered (vend, céde et aban- 
donne) to P all the stock-in-trade (fonds 
de marchandises) consisting in particular 
of food and other supplies, cigarettes, 
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liquors of all kinds, located in t!.. de- 
mised premises, and in addition, for the 
duration of the lease, the goodwill of the 
establishment, the consideration for this 
sale being a total price of $7600 payable 
in eight equal quarterly payments of $950 
each. P took possession of the hotel and 
complied with the terms of the lease and 
his obligation to pay the purchase price 
of the business and of the goodwill. In 
each of the taxation years 1946 and 1947 
he paid appellant $1000, and these sums 
were assessed to appellant in each year 
as income under IWTA s. 3(1)(f), 
which provides that “income’’ shall in- 
clude 
(f) rents, royalties, annuities or other like 
periodical receipts which depend upon 
the production or use of any real or 
personal property, notwithstanding 
that the same are payable on account 
of the use or sale of any such property. 
Held (F. Monet), the appeals must be 
allowed. The “‘like periodical payments” 
which constitute income under s. 
3(1)(f) must by definition “depend 
upon the production or use’’ of property, 
which was not the case here since the 
amount fixed by the contract was payable 
regardless of the use made of the 
premises. Consequently s. 3(1)(f) did 
not apply. Neither did the payments con- 
stitute rent for a lease rather than the 
price of a sale, for although the good- 
will was granted for two years only, this 
did not constitute the transaction one of 
lease, since in fact it was a business which 
was sold and the goodwill, which is only 
incidental to the business and an in- 
tegral part of it, was therefore sold with 
it: Burlow v. Turner, 51 Que. S.C. 52, 
applied. Consequently the transaction 
was a sale, not a lease, and the amounts 
received by appellant were capital 
amounts. 


Sep. 22, 1950 Appeals allowed 
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X v. M.N.R. 
Computation of Profits — Credit given 
for merchandise returned in fiscal year 
following sale — Whether chargeable to 

year of sale 

During his 1947 fiscal year appellant 
voluntarily took back certain merchandise 
sold by him during his previous fiscal 
year and gave his customers credit notes 
therefor amounting to $5252. Appel- 
lant claimed that this sum resulted in a 
loss, and that he was entitled to deduct 
the loss from the income of the year in 
which he sold the merchandise, i.e., 
1946. The Minister, however, contended 
that the loss was wholly incurred during 
the 1947 fiscal year and could only be 
deducted from the income of that year, 
and in fact in assessing appellant for 
1947 the Minister deducted the sum of 
$5252 from appellant’s income of that 
year. 
Held (F. Monet), the loss, though refer- 
able to merchandise sold in 1946, was 
not incurred until 1947, and was there- 
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fore not deductible from the 1946 in- 
come. (Both parties agreed there was a 
loss.) 


Sep. 26, 1950 Appeal dismissed 


Ritchie v. M.N.R. 

Net Worth Assessment — Comparison 
of opening and closing financial positions 
— Inadvertent omission — Appeal 

On an appeal from an assessment 
made by the Minister pursuant to IWTA 
s. 47 from a comparison of appellant's 
financial position on January 1 and De- 
cember 31, 1947, appellant established 
that through inadvertence he had not 
given the Minister's officers full informa- 
tion, and that his financial position at 
the close of 1947 was otherwise than that 
upon which the Minister relied. Counsel 
for the Minister concurred. 

Held (Graham J. and W. S. Fisher), the 
appeal should be allowed and the assess- 
ment varied accordingly. 


Sept. 15, 1950 Appeal allowed 


BOOK REVIEW 


Treatise on Compensatory Payments, 
by Carl Morawetz, LL.M., D. Jur.; pub- 
lished by The Carswell Co. Ltd., Tor- 
onto; pp. 113 and index; price $4.75 
Mr. Morawetz’ treatise on compen- 
satory payments is the first attempt by 
a Canadian author to give particular 
attention to the taxability of receipts 
lying outside the three main categories 
of business profits, earned income 
(salaries, wages, etc.) and unearned in- 
come (the statutory designation of 
rents, interests and dividends). It is 
valuable for its arrangement of the 
material and for identifying categories 
of receipts presenting similar or related 


features. The divisions are insurance, 
subsidies, expropriation payments, dam- 
ages, interest (not so described) and 
commuted payments from offices and 
employments. The treatise is instruc- 
tive in that it demonstrates the paucity 
of informed Canadian opinion, both 
judicial and administrative, under prac- 
tically every heading and is a helpful 
introduction to a very dimly lit field 
of tax law. It is also the first Canadian 
study of income tax law arranged with 
regard to concepts or ideas rather than 
the sequence of sections in an Act — 
a truly notable achievement. 


STUART D. THOM, LL.B. 
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